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I. OIG Assessment of Management Response to
the Final Report



DATE: February 10, 2003

MEMORANDUM TO: Michael J. Zamorski, Director
Division of Supervision and Consumer Protection

SUBJECT: Assessment of DSC Response to Final Report Entitled Examiner
Assessment of Commercial Real Estate Loans (Audit Report No.
03-008)

We have reviewed your February 3, 2003 memorandum replying to our request for DSC
management to reconsider its response to unresolved recommendations 1-3, 5 and 6 contained in
the subject audit report.  We recognize that DSC firmly believes its examination workforce is
employing appropriate risk-focused examination procedures to accurately assess the risks that
may be associated with commercial real estate loans, and we appreciate DSC's reconsideration of
our recommendations.  According to your office, the good ratings history of the institutions in
our sample, when combined with the size of the institution and the capabilities of the institutions'
management, was an important factor among several others that would have affected the risk-
scoping process and the level of documentation required for examination workpapers.

Based on your memorandum and the results of a meeting between our offices on February 4,
2003, we have agreed that examiner training programs and upcoming DSC initiatives may bring
resolution to the unresolved recommendations.  However, the decision on resolution for each
recommendation will not be possible until we see how they are addressed.  Specifically, our
analysis of DSC's response to the five unresolved recommendations is set forth below after the
pertinent recommendations:

(1) Remind examiners to verify institution compliance with Part 365 by using the lesser of the
acquisition cost or the appraised value when computing the LTV ratio.

(2) Clarify the division's expectations for examiners regarding the evaluation of appraisals of
commercial real estate, including guidance on when it would be appropriate to update
appraisals with new financial information.

(3) Request DSC regional offices, as part of their current cycle of field office reviews, to
specifically address whether the extent of examiners’ review of appraisals is sufficient for
high-risk CRE loans.

OIG Analysis:  These three recommendations pertain to our observations on examiner
review of appraisals.  While DSC did not concur with these recommendations, DSC did
concur with recommendation 4 to provide additional training to examiners on the adequate
evaluation of appraisals.  Consequently, if the training provided to examiners addresses the
concerns covered by recommendations 1-3, we may accept that training as an alternative
action to the recommendations.
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Also, as described in DSC's February 3 memorandum, the division is undertaking two
initiatives that may address the concerns cited in our report.  First, the DSC Atlanta Region
will soon be commencing a pilot program regarding commercial real estate loans in the
Atlanta metropolitan area.  Second, within the next several months the division will
commence a process improvement review that will focus on the issue of examination
workpaper documentation.  This review will be designated “Process Redesign IV” and will
include representatives from other divisions and offices.  For both initiatives, DSC has
invited the OIG's input, which we will provide as part of the process for resolving the open
recommendations.  If the DSC initiatives address the concerns covered by the
recommendations, we may accept these initiatives as alternative actions to the
recommendations.  At this time, however, the recommendations remain unresolved,
undispositioned, and open.

(5) Provide guidance reminding examiners of the importance of performing cash flow analysis
and computation of the debt service coverage ratio for income-producing loans based on the
risk level of the asset.

(6) Reinforce to examiners the need to document technical exceptions (TEs) on the loan line
sheets when financial statements are outdated or not available and to retain a record of TEs
provided to bank management.

OIG Analysis:  These last two recommendations pertain to our observations on examiner
review of borrowers' cash flow.  As described above, the division is undertaking two
initiatives that may address the concerns cited in our report: a pilot program regarding
commercial real estate loans in the Atlanta metropolitan area and a process improvement
review that will focus on the issue of examination workpaper documentation.  If these DSC
initiatives address the concerns covered by the recommendations, we may accept these
initiatives as alternative actions to the recommendations.  At this time, however, the
recommendations remain unresolved, undispositioned, and open.

No further response is required from DSC management at this time.  We will continue to monitor
implementation of these actions.  To indicate we have agreed that examiner training programs
and upcoming DSC initiatives may bring resolution to the unresolved recommendations, we will
include this memorandum and your February 3 memorandum along with the final report
summary in the materials provided to the FDIC Audit Committee in advance of the February 18
meeting.  If you have any questions concerning the report, please contact me at (202) 416-2543
or Mike Lombardi at (202) 416-2431.  We appreciate the courtesies extended to the audit staff.

cc: Lynn B. Dallin, DSC
Michael MacDermott/Corrine Watts, OICM



II.     Management Response to the Final Report



         February 3, 2003

MEMORANDUM TO: Russell A. Rau
Assistant Inspector General for Audits
Office of Inspector General

SUBJECT: Audit Report:  Examiner Assessment of Commercial Real Estate
Loans (Audit Report No. 03-008)

Thank you for the opportunity to provide further comment with regard to our December 5, 2002,
response to the Office of Inspector General (OIG) draft audit report regarding examiner
assessment of commercial real estate loans.  We reviewed your final report, including your
response to our comments.  We have very carefully reconsidered the audit findings and your
recommendations.  The Division of Supervision and Consumer Protection (DSC) believes that
our original response was comprehensive and continues to convey DSC’s position on your
recommendations.  In addition, we offer the following comments.

Regarding the overall risks of commercial real estate lending, the economic briefing recently
provided to the FDIC Board indicated that, despite certain areas of strain, the number of highly
concentrated commercial real estate lenders is significantly lower today compared to that of the
1980s.  We believe the lessons learned by bank managers as well as effective supervision have
had a positive impact on the lending behavior of our insured institutions as overall underwriting
and diversification practices have improved.

DSC agrees that commercial real estate lending is a potentially high-risk area and that thorough
examiner assessment of this area is critical.  We are committed to proactive, vigilant, and
effective examination processes to monitor and mitigate those risks in the institutions we
supervise.  We continue to assess, through onsite and offsite examination programs, potentially

Federal Deposit Insurance Corporation
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high-risk situations and we have a high degree of confidence in the effectiveness and efficiency
of our supervision of the institutions involved.

In Inspector General Gaston Gianni’s memorandum to the Audit Committee of the FDIC’s
Board of Directors, the following comment is made:

“At issue is whether there is a correlation between the quality of the examination
procedures supported by evidence in the working papers and the quality of the
examinations themselves.  It is our position that the two are inseparable.  Moreover,
when sufficient evidence does not exist to support that examiners followed DSC’s policy
requirements, a determination on the adequacy of the examination cannot be made.”

We agree that there is a correlation between the quality of the examination procedures and the
quality of examinations themselves.  However, DSC and OIG have differing views on the level
of documentation necessary to support that appropriate examination procedures were followed.
DSC believes the analyses and conclusions presented in our Reports of Examination are
appropriately supported by our work papers.  Most of our processes have been developed on an
interagency basis, and our policies, procedures and examination findings have been upheld in
numerous administrative proceedings and supervisory appeals.  This, along with the validation of
our risk assessments over time, is a good indicator of the quality of our examination program.

DSC firmly believes that its examination workforce is employing appropriate risk-focused
examination procedures to accurately assess the risks in financial institutions, and in particular
those risks that may be associated with commercial real estate loans.  The essence of a bank
examination is the exercise of sound judgment regarding highly variable fact situations.  Our
examiners’ use of sound judgment, based upon considerable experience and training, should be
given extensive weight in assessing the quality of our examinations and the extent of work paper
documentation needed. It is our view that existing work paper standards provide reasonable
assurance that examination policies and procedures are followed.
Over the past few years, DSC has undertaken various process redesign projects (broad-based
initiatives to refine and improve examination processes).  DSC is currently exploring subsequent
initiatives that will further refine and improve the examination program.  DSC is especially
interested in the effective supervision of commercial real estate lending programs as well as
financial institutions with high-growth lending programs.  As an example, in our Atlanta Region,
we will soon be commencing a pilot program regarding commercial real estate loans in the
Atlanta metropolitan area.  DSC invites OIG’s review of the pilot program and seeks any input
that it may wish to offer on the study.  In regard to the issue of work paper documentation, there
have been many discussions within DSC, with the other banking regulators, and with the OIG.
In fact within the next several months we intend to commence a new initiative, which we will
designate Process Redesign IV (in our continuing series of process improvement reviews), that
will focus on the issue of examination work paper documentation.  We will invite OIG to
participate in this process along with representatives from other Divisions and Offices of the
FDIC as we have in past process improvement initiatives.  This initiative will allow a broader
review of the examination documentation issue.   



January 3, 2003
Audit Report No. 03-008

Examiner Assessment of Commercial
Real Estate Loans
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DATE: January 3, 2003

TO: Michael J. Zamorski, Director
Division of Supervision and Consumer Protection

FROM: Russell A. Rau
Assistant Inspector General for Audits

SUBJECT: Examiner Assessment of Commercial Real Estate Loans
(Audit Report No. 03-008)

The Federal Deposit Insurance Corporation’s (FDIC) Office of Inspector General (OIG) has
completed an audit of the Division of Supervision and Consumer Protection’s (DSC) assessment
of commercial real estate loans1 in the course of safety and soundness examinations.

The objectives of this audit were to determine whether: (1) the examiners fully assessed
appraised value, cash flow, and lending policies in their examination of commercial real estate
(CRE) loans and (2) the examiners’ strategies for assessing a significant level of CRE loan
growth were sufficient for identifying increased risk.  While our audit addressed both objectives,
the subject matter and results were distinct enough that we have prepared separate reports to
address each objective.  This audit report addresses our work with regard to audit objective (1)
above and covers our assessment of examiner analysis of appraisals, cash flow, and lending
policies.  A separate report addressing objective (2) has been issued.

To accomplish the audit objective, we reviewed Reports of Examination for 35 banks identified
as having commercial real estate portfolios totaling 300 percent or more of Tier 1 Capital.2  The
                                                
1 For purpose of this review, the OIG defined commercial real estate loans as loans secured by real estate, including
real estate loans secured by multifamily residential properties, non-farm nonresidential properties, and construction
and land development loans.  Loans secured by or for the construction and development of farmland and one-to-four
family residential properties were excluded.

2  The Division of Supervision and Consumer Protection Manual of Examination Policies provides a definition of
Tier 1 Capital as the sum of:

• common stockholders' equity (common stock and related surplus, undivided profits, disclosed capital
reserves, and foreign currency translation adjustments, less net unrealized losses on available-for-sale
equity securities with readily determinable fair values); and

• noncumulative perpetual preferred stock and minority interests in consolidated subsidiaries,
minus:

• all intangible assets (other than limited amounts of mortgage servicing rights and purchased credit card
relationships and certain grandfathered supervisory goodwill);

• identified losses (to the extent that Tier 1 capital would have been reduced if the appropriate accounting
entries to reflect the identified losses had been recorded on the institution's books);

• investments in securities subsidiaries subject to section 337.4; and
• deferred tax assets in excess of the limit set forth in section 325.5(g).

Federal Deposit Insurance Corporation      Office of Audits
801 17th St. NW Washington DC. 20434 Office of Inspector General
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banks selected for review were located in metropolitan areas that the FDIC had identified as
potentially overbuilt in the commercial real estate sector.  We also reviewed the DSC
examination workpaper files associated with 248 loans made from these 35 banks.  Appendix I
contains additional details on our objectives, scope, and methodology.

BACKGROUND

Between 1980 and 1994, more than 1,600 banks insured by the FDIC were closed or received
FDIC financial assistance.  Many of the banks that failed during that time were very active
participants in the commercial real estate markets.  Historical analysis of the banking crisis of the
1980s3 has revealed that concentrations of real estate loans relative to total assets were higher for
banks that failed than for banks that did not fail.  During this period, large demand for real estate
investments produced a boom in commercial real estate construction activity.  In addition, overly
optimistic appraisals, together with the relaxation of debt service coverage ratios 4 (DSCR), the
reduction in the maximum loan-to-value (LTV) ratios,5 and the loosening of underwriting
standards,6 often meant that borrowers frequently had little or no equity at stake, and in some
cases lenders bore most or all of the risk.

                                                
3  History of the Eighties–Lessons for the Future, Volume 1, prepared by the FDIC Division of Research and
Statistics (now part of the FDIC's Division of Insurance and Research).

4 The Barron’s Business Guide’s, Dictionary of Banking Terms defines the term debt service coverage ratio  as the
financial ratio measuring a borrower’s ability to meet payments on a loan after paying expenses.  The ratio measures
the number of times loan principal and interest payments are covered by net (after tax) income.  It is generally
applied to income property such as apartment buildings and multi-tenant office buildings.

5 FDIC Rules and Regulations, 12 C.F.R. Part 365, Appendix A – Interagency Guidelines for Real Estate Lending
Policies, defines the term loan-to-value as “the percentage or ratio that is derived at the time of loan origination by
dividing an extension of credit by the total value of the property(ies) securing or being improved by the extension of
credit plus the amount of any readily marketable collateral and other acceptable collateral that secures the extension
of credit…Value means an opinion or estimate, set forth in an appraisal or evaluation…of the market value of real
property…For loans to purchase an existing property, the term ‘value’ means the lesser of the actual acquisition cost
or the estimate of value.”

6 FDIC Rules and Regulations, 12 C.F.R. Part 365, Appendix A – Interagency Guidelines for Real Estate Lending
Policies, indicates that “Prudently underwritten real estate loans should reflect all relevant credit factors, including:

• The capacity of the borrower, or income from the underlying property, to adequately service the debt.
• The value of the mortgaged property.
• The overall creditworthiness of the borrower.
• The level of equity invested in the property.
• Any secondary sources of repayment.
• Any additional collateral or credit enhancements (such as guarantees, mortgage insurance or takeout

commitments).”
The Barron’s Business Guide’s Dictionary of Banking Terms defines bank underwriting as the detailed credit
analysis preceding the granting of a loan, based on credit information furnished by the borrower, such as
employment history, salary, and financial statements; publicly available information, such as the borrower’s credit
history, which is detailed in a credit report; and the lender’s evaluation of the borrower’s credit needs and ability to
pay.
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In each year from 1980 through 1994, the concentrations of commercial real estate loans relative
to total assets were higher for banks that failed than for banks that remained open.  In 1980,
commercial real estate loans of banks that failed constituted approximately 6 percent of their
total assets; in 1993, almost 30 percent.

In response to the problems experienced by banks in the 1980s, a number of requirements were
put in place by statute and regulation.  Section 304 of the Federal Deposit Insurance Corporation
Improvement Act of 1991, amending 12 U.S.C. 1818, required each federal banking agency to
adopt uniform regulations prescribing standards for real estate lending.  In 1993, the FDIC issued
standards that require institutions to adopt and maintain a written policy that establishes
appropriate limits and standards for all extensions of credit that are secured by liens or interests
in real estate made for the purpose of financing the construction of a building or other
improvements.   Further, the lending policies must establish:

• Portfolio diversification standards;
• Prudent underwriting standards, including LTV limits;
• Loan administration procedures;
• Documentation, approval, and reporting requirements; and
• Procedures for monitoring real estate markets within the institution’s lending area.

FDIC Rules and Regulations, 12 C.F.R. Part 323, Appraisals, effective September 19, 1990,
provided protection for federal financial and public policy interests in real estate-related
transactions by requiring real estate appraisals used in connection with federally related
transactions to be performed in writing, in accordance with uniform standards, by appraisers
whose competency has been demonstrated and whose professional conduct will be subject to
effective supervision.  This part covers all transactions entered into by the FDIC or by
institutions regulated by the FDIC.  This regulation identifies which real estate-related
transactions require the services of an appraiser; prescribes which categories of federally related
transactions shall be appraised by a state-certified appraiser and which by a state-licensed
appraiser; and prescribes minimum standards for the performance of the real estate appraisals in
connection with federally related transactions under the jurisdiction of the FDIC.

Interagency guidelines7 were also developed addressing maximum LTV limits.  Institutions
should establish their own internal LTV limits for real estate loans; however, their internal limits
should not exceed established supervisory limits.  Supervisory limits specify that institutions
should not generally originate commercial, multifamily, and other non-residential loans that have
an LTV ratio that exceeds 80 percent of the market value of the collateral securing the loan.

                                                
7 FDIC Rules and Regulations, 12 C.F.R. Part 365, Appendix A – Interagency Guidelines for Real Estate Lending
Policies, states that these guidelines are intended to assist institutions in the formulation and maintenance of a real
estate lending policy that is appropriate to the size of the institution and the nature and scope of its individual
operations and that satisfies the requirements of the regulations.
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FDIC Initiatives

First issued in 1996, the FDIC's semiannual Report on Underwriting Practices is one of a
number of FDIC initiatives aimed at providing early warnings of potential problems in the
banking system.  At the conclusion of each examination that the FDIC conducts, examiners
complete a survey of underwriting practices.  By systematically collecting these observations
from examinations, the report is designed to provide an early warning mechanism for identifying
potential problems.  The information gathered during examinations at FDIC-supervised banks
helps identify potential weaknesses in underwriting practices meriting additional attention during
onsite examinations.

In addition, the FDIC developed an offsite model in 1999 for identifying institutions that may be
susceptible to a downturn in the local commercial real estate market.  This model, called the Real
Estate Stress Test (REST), attempts to identify financial institutions that may be vulnerable to a
real estate crisis similar to what occurred in New England in the late 1980s and early 1990s,
when market values of CRE dropped precipitously.  REST uses current Call Report data to
forecast a financial institution’s condition over a 3- to 5-year time horizon and assigns a rating
based on the CAMELS8 scale of 1 to 5.  The primary risk factor in the REST score is the
institution’s level of construction and development loans.

The onsite safety and soundness examination is a critical aspect of the supervisory framework
that helps to promote confidence and stability in the nation's banking industry.  Through onsite
safety and soundness examinations, risks to insured institutions are identified and communicated
to the institution's management and board of directors.  The DSC Manual of Examination
Policies (DSC Manual) notes that examiners devote a large portion of their time and attention to
the examination of bank loan portfolios.

RESULTS OF AUDIT

Examiners could have better assessed appraised value and cash flow in the examinations we
reviewed.  Specifically,

• Examiners were not consistently: using the lesser of the acquisition cost or appraised
value to compute the LTV ratios, using new financial information to update old
appraisal assumptions, and documenting the results of their review of appraisals.  As
a result, we found cases where the LTV ratio appeared to comply with the
recommended supervisory limits, but when recalculated using the lesser of the

                                                
8 The FDIC uses an examination rating system to uniformly reflect (1) the financial condition of an institution; (2)
compliance with laws and regulations; and (3) overall operating soundness.  The primary purpose of the rating is to
identify any institution with weaknesses in these three areas that warrant special supervisory attention.  The
examination rating, known as CAMELS, represents the examiner’s judgment of an institution’s Capital adequacy,
Asset quality, Management, Earnings, Liquidity, and Sensitivity to market risk.  An institution is rated on a scale of
1 to 5, with “1” indicating strong performance and “5” indicating poor performance.
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acquisition cost or appraised value, the LTV ratios were actually in excess of the
recommended supervisory limits.  Incorrect computation of the LTV ratio, and
reliance on outdated financial information  can cause potential losses to the institution
to go undetected.  Because the examiners’ documentation of procedures performed
varied significantly for each loan, it was often difficult to ascertain the supporting
logic for conclusions as required by DSC procedures.

• For some of the loans we reviewed, there was no evidence on the examiners' loan line
sheets9 that a cash flow analysis had been performed.  We also observed many cases
where banks did not obtain current financial statements from borrowers.  In a number
of these instances, the examiners used this outdated financial information to perform
the cash flow analysis or did not note the outdated information as a technical
exception on the loan line sheets. Omission of the cash flow analysis or the use of
outdated financial statements in the assessment of cash flow may leave the examiner
with insufficient or misleading information for classifying the loan.  Furthermore, if
technical exceptions are not listed on the loan line sheets, the examiners may miss the
opportunity to comment on the bank’s credit administration weaknesses in the Report
of Examination.

With regard to lending policies, examiners documented their work in varying degrees.  In each
case, the Reports of Examination or the examination workpapers contained indications that the
examiners had reviewed the lending policies as part of the examination.  However, we could not
determine whether these reviews were adequate.

Our audit also identified DSC regional office best practices related to the lending area, which are
presented in Appendix II.

EVALUATION OF APPRAISALS

Examiners were not consistently using the lesser of the acquisition cost or appraised value to
compute the LTV ratios, using new financial information to update old appraisal assumptions,
and documenting the results of their review of appraisals.  Lack of emphasis on the definition for
the term “value” contributed to instances where examiners failed to ensure adherence to the
regulatory guidelines for computing LTV ratios.  Incorrect computation of the LTV ratio,
reliance on outdated financial information, and lack of an in-depth review of appraisals can cause
potential losses to the institution to go undetected.

Computation of LTV Ratios

Our review of the computation of LTV ratios showed that examiners are not consistently
recognizing the acquisition cost as a measure of collateral value when computing LTV ratios.

                                                
9 Examiners use loan line sheets to record pertinent information relating to a borrower and loan.  Technical
exceptions are also recorded if applicable.



6

FDIC Rules and Regulations, 12 C.F.R. Part 365, Appendix A, Interagency Guidelines for Real
Estate Lending Policies, states that LTV ratios should be based on the lesser of the actual
acquisition cost or the estimate of value (appraised value).  However, we found instances where
examiners did not follow interagency guidelines when computing the LTV ratio.  In fact, we
noted cases where the LTV ratios appeared to conform to the recommended supervisory values,
but when recalculated using the lesser of the acquisition cost or appraised value, the LTV ratios
were actually in excess of the recommended supervisory limits.  As loans in excess of the
supervisory limit have a higher level of risk to the institution, using an improper basis in the
computation of the LTV ratio can cause potential losses to the institution to go undetected.

The interagency guidelines are intended to help institutions satisfy the regulatory requirements
by outlining the general factors to consider when developing real estate lending standards.  The
guidelines suggest maximum supervisory LTV limits for various categories of real estate loans
and explain how the agencies will monitor their use.  Institutions are expected to establish LTV
limits consistent with their needs.  They should not exceed the recommended supervisory LTV
limits as shown in Table 1:

Table 1: Maximum Recommended LTV Limits

Loan Category Loan-to-Value Limit
Raw Land 65%
Land Development 75%
Construction:
• Commercial, Multifamilya 80%
• 1- to 4-Family Residential 85%
Improved Propertyb 85%

Source:  12 C.F.R. Part 365, Appendix A, Interagency Guidelines for Real Estate Lending Policies.

a Multifamily construction includes condominiums and cooperatives.
b Improved property loan means an extension of credit secured by one of the following types of
real property:

(1) Farmland, ranchland or timberland committed to ongoing management and agricultural
production;

(2) 1–4 family residential property that is not owner-occupied;
(3) Residential property containing five or more individual dwelling units;
(4) Completed commercial property; or
(5) Other income-producing property that has been completed and is available for occupancy

and use, except income-producing property owner-occupied 1-4 family residential
property.

The LTV relates to only one of several pertinent credit factors that need to be considered when
underwriting a real estate loan.  In particular, the “five C’s of credit” include a consideration of
the borrower’s collateral, capacity, character, capital, and conditions.  The first four factors apply
to the borrower’s ability to pay, whereas the last one refers to general business conditions in the
borrower’s industry.   According to FDIC Rules and Regulations, 12 C.F.R. Part 365, Appendix
A, it may be appropriate in some situations to originate loans that exceed the supervisory LTV
limits if enough support is provided by other credit factors.  However, loans exceeding the LTV
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limits should be identified in the institution’s records, and their aggregate amount reported at
least quarterly to the institution’s board of directors.  The aggregate amount of all loans in excess
of the supervisory maximum LTV limits should not exceed 100 percent of total capital.

Our sample contained loans that were made by the institutions for various purposes, including
the purchase of CRE, the refinancing of CRE, and the rehabilitation of CRE properties.   We
identified 100 loans in our sample that were made for the purchase of CRE, and we concentrated
our analysis of LTV calculations on these 100 CRE loans.

By reviewing the workpapers associated with the 100 loans, we determined that examiners did
not document the loan’s acquisition cost in 60 of 100 (60 percent) cases.  Interagency Guidelines
for Real Estate Lending Policies require that in situations where the acquisition cost is lower than
the appraised value, the acquisition cost should be used in the calculation of the LTV.  Use of the
appraised value in these circumstances can produce overstated LTV ratios and inconsistent
examination results from one institution to the next.  Therefore, it is important that in these
situations, examiners record and use the acquisition cost so that they can more accurately assess
the risk associated with the loan.

For the remaining 40 loans, the acquisition cost was recorded in the examiner’s workpapers, and
we were able to perform further analysis on these 40 loans.  We noted that in most cases (77.5
percent of the time) the examiners did not use the lesser of the acquisition cost or the appraised
value when computing the LTV ratio.  The details of our review of the 40 loans is shown in
Figure 1 below:

Figure 1: LTV Analysis

Source:  OIG Analysis of DSC’s examination workpapers that were obtained from field offices in the San Francisco
and Dallas regions.

10%

77.5%

12.5%

The examiner did not use the
lesser of the acquisition cost or
the appraised value to compute
the LTV ratio in 31 out of 40
CRE loans analyzed (77.5%).

The examiner did use the
lesser of the acquisition cost or
the appraised value to compute
the LTV ratio in 5 out of 40
CRE loans analyzed (12.5%).

The acquisition cost and
appraised values were equal in
4 of the 40 loans reviewed
(10%).
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As part of our review, we re-calculated LTV ratios using loan value based on the lesser of the
acquisition cost or appraised value.  When calculated in this manner, we found that 8 of the 40
loans (20 percent) had LTV ratios in excess of the recommended supervisory limits as shown in
the following table:

Table 2: LTV Ratio Computations Using the Appraised Value vs. the Acquisition Cost

Loan
 No.

Bank No.

(1)
LTV Ratio
 Based on

 Appraised
 Value

(2)
LTV Ratio
Based on

 Acquisition
Cost

(3)
LTV
Limit

(4)
Excess
Over

Statutory
Limit

(2) – (3)
1 Bank 1 72% 87% 85% 2%

2 Bank 2 73% 83% 80% 3%
3 Bank 3 67% 85% 80% 5%
4 Bank 4 74% 96% 85% 11%
5 Bank 4 85% 90% 85% 5%
6 Bank 4 70% 93% 85% 8%
7 Bank 5 67% 91% 85% 6%
8 Bank 6 80% 87% 85% 2%

Source:  Loan line sheets obtained from DSC examination workpapers in field offices in the San Francisco
and Dallas regions.

We reviewed the eight loans shown in Table 2 and noted that two of the loans that exceeded the
supervisory limits also had loan line sheets that listed the LTV ratio, either in part or as the sole
reason for rating the loan as a “pass.” 10

While the LTV ratio alone may not be a sufficient reason to drop a loan’s rating from pass to
substandard, the ratio taken with other factors could cause an examiner to downgrade a loan.
To make an accurate assessment of the loan’s collateral value, examiners should take the
conservative approach and use the lowest asset value in their analysis.

DSC regional management commented that computation of the LTV ratio is a secondary issue
in the examination of loans.  They further indicated that loan performance is the primary issue of
concern during an examination.  If a loan is performing, then the examiner should ensure that
the borrower has the ability to continue to meet payments.  While we recognize that loan
                                                
10 Pass – This term is generally used to indicate that based upon the examiner’s review, a particular credit (loan) met
specific requirements and that the loan is performing as agreed.  Adversely classified loans are allocated on the basis
of risk to three categories: substandard, doubtful, and loss.
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performance is an important factor in assessing the loan, computation of the LTV ratio using the
lower of the acquisition cost or appraised value is necessary to assess bank compliance with the
regulations and sufficiency of the collateral to protect against risk.

Use of Updated Financial Information in Assessment of Appraisals

Many of the loans in our sample had appraisals that were not current.  While banks had obtained
updated financial information, in most cases the new financial information was not used to
update prior appraisal assumptions.  The DSC Manual, Section 3.1, Loans, identifies factors that
could cause changes to originally reported appraisal values, including the passage of time, the
volatility of the local market, and the availability of financing.  While older appraisals are not
always a problem, it is prudent to use the updated financial information in loan analysis
computations.  Use of outdated financial information can cause potential losses to the institution
to go undetected.

Review of the Examination Documentation Module - Commercial/Industrial Real Estate Loan
Review – Credit Analysis #12, 12A, and 12B, shows that examiners should consider the
reasonableness of the facts and assumptions used in the most recent appraisal or evaluation.  If
material deviations from facts or assumptions are determined, examiners should adjust the
estimated value of the property, if reasonably possible and supportable, for the purpose of the
credit analysis.  Factors that examiners should consider include the following:

• current and projected vacancy and absorption rates,
• lease renewals,
• trend in past due leases,
• feasibility study and market survey,
• rental rates or sales prices,
• operating expenses,
• deferred maintenance,
• net operating income of the property as compared with projections, and
• marketing period estimated to achieve appraised value.

Many of the loans in our sample had appraisals that were outdated.  Approximately one-third of
the appraisals associated with loans in our sample (91 of 248 loans) were at least 18 months old,
and one was as old as 114 months.  Of these 91 loans, we identified 67 instances where banks
had obtained updated information from the borrowers.  However, the examination workpapers
showed that examiners only used this updated information in four cases.  In the other 63 cases,
there was no evidence in the workpaper files that examiners took advantage of the new financial
information or used it to update old appraisal assumptions.

Using updated appraisal assumptions could be beneficial in instances where the financial
institution is characterized by high concentrations of commercial real estate and also high loan
growth.  In these cases, there may be sufficient risk to the insurance fund so that examiners
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should take the extra steps to ensure that they are using the most recent financial information
available to reach conclusions about the creditworthiness of the institution’s loan portfolio.

DSC guidance does not instruct examiners to use new financial information to update appraisals.
DSC regional management commented that examiners generally do not reassess appraisal
values, update financial data contained in the appraisals, or perform an analysis on a loan’s
collateral unless there is a problem with the loan, such as a case where the loan is non-
performing.  Further, regional management stated that time pressures restrict the review process,
and FDIC regulations do not require a new appraisal on collateral.  If the loan is performing, a
new appraisal is not considered important.

DSC management has taken the position that the value of collateral would only be reassessed
once weaknesses in the repayment capacity of the obligor have been identified.  However, once
these weaknesses are identified, the loan would probably be considered substandard and a review
of the collateral at this stage would serve more for identifying loss rather than preventing loss.

Examiner Review of Appraisals

Based on our review of CRE loans, we noted that examiners were not consistently documenting
the results of their review of appraisals and, therefore, we could not determine the adequacy of
examiner review of appraisals.  Specifically, the loan line cards11 and real estate line cards12 did
not always show whether examiners were following DSC guidance and performing an in-depth
review of the appraised value of the loan’s collateral.  We also noted that some examiners may
not have received the appropriate training in appraisal review, and DSC management expressed
concern about the discontinuance of the FDIC’s appraisal school and the resulting gaps in
training for new examiners.  The DSC Manual directs examiners to review appraisals to
determine whether appraisal methods, assumptions, and findings are reasonable and in
compliance with regulations, supervisory guidelines, and the bank’s own policies.  Also, internal
DSC guidance directs examiners to demonstrate a clear trail of decisions and supporting logic,
and provide written support for verification of procedures performed during the examination.  If
examiners do not perform an in-depth review of appraisals, they may accept appraisals with
inflated values, and potential losses to the institution may go undetected.

FDIC Rules and Regulations, 12 C.F.R. Part 323, Appraisals, provides protection for federal
financial and public policy interests in real estate-related transactions by requiring real estate
appraisals used in connection with federally related transactions to be performed in writing, in
accordance with uniform standards, by appraisers whose competency has been demonstrated and

                                                
11 Loan line cards, also known as line sheets, are prepared by examiners or generated from automated files to present
general loan information for each line of credit reviewed.  Line sheets should contain sufficient supporting data to
substantiate the examiners' pass or adverse classification of a line of credit.

12 Real estate line cards are prepared by examiners to document review of real estate loans.  Real estate line cards are
designed to capture data applicable to the review of appraisals, and provide examiners with the mechanism for
recording the results of their review and documenting exceptions or compliance with appraisal regulations.
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whose professional conduct will be subject to effective supervision.  Further, Section 323.4 also
establishes minimum appraisal standards for these transactions.  The minimum standards include
the following:

(1) Be written and contain sufficient information and analysis to support the institution’s
decision to engage in the transaction;

(2) Analyze and report appropriate deductions and discounts for proposed construction or
renovation, partially leased buildings, non-market lease terms, and tract developments
with unsold units;

(3) Be based upon definition of market value;13 and
(4) Be performed by state licensed or certified appraisers in accordance with

requirements set forth in this part.

The DSC Manual of Examination Policies  – Loans, Section 3.1, Interagency Appraisal and
Evaluation Guidelines, states “when an examiner analyzes individual transactions, examiners
will review an appraisal or evaluation to determine whether the methods, assumptions, and
findings are reasonable and in compliance with the agencies’ appraisal regulations, policies,
supervisory guidelines, and the institution’s policies.”

The current DSC Regional Directors Memorandum entitled, Guidelines for Examination
Workpapers and Discretionary Use of Examination Documentation Modules,14 dated September
25, 2001, states that “…Examination documentation should demonstrate a clear trail of decisions
and supporting logic within a given area.  Documentation should provide written support for
examination and verification procedures performed, conclusions reached, and support the
assertions of fact or opinion in the financial schedules and narrative comments in the Report of
Examination...Documents maintained in the final workpapers should…provide an audit trail of
the examination findings.”

                                                
13 According to FDIC Rules and Regulations, 12 C.F.R. Part 323-Appraisals, Market Value means the most probable
price which a property should bring in a competitive and open market under all conditions requisite to a fair sale, the
buyer and seller each acting prudently and knowledgeably, and assuming the price is not affected by undue stimulus.
Implicit in this definition is the consummation of a sale as of a specified date and the passing of title from seller to
buyer under conditions whereby:

(1) Buyer and seller are typically motivated;
(2) Both parties are well informed or well advised, and acting in what they consider their own best

interests;
(3) A reasonable time is allowed for exposure in the open market;
(4) Payment is made in terms of cash in U.S. dollars or in terms of financial arrangements comparable

thereto; and
(5) The price represents the normal consideration for the property sold unaffected by special or creative

financing or sales concessions granted by anyone associated with the sale.

14 Examination Documentation Modules are an examination tool used by DSC examiners that focuses on risk
management practices and guides examiners to establish the appropriate examination scope. Examination
Documentation Modules incorporate questions and points of consideration that should be included in examination
procedures.  A module has been developed to specifically address a bank’s risk management strategies for each of
the bank’s major business activities.
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We observed that in 144 of the 248 sampled loans, all three approaches to value were not listed
on the line cards.  Therefore, we could not be certain that examiners had reviewed the appraiser’s
methodology or compliance with Uniform Standards of Professional Appraisal Practice
(USPAP) in arriving at an estimated market value of the loan’s collateral.  An appraiser uses
three market value approaches (cost, income, and comparable sales) to analyze the value of a
property.15   These estimates of value should be taken into consideration by the appraiser when
assigning the market value of the loan’s underlying collateral.  Further, USPAP standards require
that when an appraiser departs from this procedure and one or more methods are not used to
arrive at market value, the appraiser is to document the reason for the omission in the appraisal
report.

On most real estate line cards, the examiner did not provide a reason why a valuation method
was missing.   Specifically, in 132 out of 144 loans where one or more of the methods were
missing from the line cards, there was no explanation on the real estate line cards as to why a
method was missing.  Because appraisers are required to consider all three methods when
assigning market value to the collateral, omission of one of the methods from the appraisal
would be an exception that examiners should note in the examination working papers.

We noted that in 51 out of the 248 loans in our sample, examiners did not use real estate line
cards to record the results of their review of appraisals.  Use of the real estate line cards in place
of the standard line cards is not a DSC requirement, and their use is at the option of the
examiner.  However, the real estate line card contains sections to specifically capture data critical
to an in-depth review of appraisals.

According to one regional director, documenting the three methods of valuation for the loan
analysis is unnecessary.  Furthermore, the regional director stated that examiners are under time
pressure during examinations, and this time pressure prevents documentation and review at this
level.  Examiners are not trying to document their analysis of appraisals when no problem exists,
but are documenting any exceptions from the bank’s internal appraisal policies or from FDIC
rules and regulations.  However, our sample included CRE loans in markets where the demand
for CRE loans was declining, and in these markets we would expect to see an increased effort by
examiners to review the underlying value of the collateral associated with these high-risk loans.
Because of the high-risk nature of commercial real estate loans and the inconsistencies in
examiner documentation of their review of related appraisals, DSC should consider assessing the
adequacy and documentation of appraisal review as part of its office review program.16

                                                
15 The DSC Manual states that an appraiser uses three market value approaches to analyze the value of a property –
cost, income, and comparable sales – and reconciles the results of each to estimate market value.  An appraisal will
discuss the property’s recent sales history and contain an opinion as to the highest and best use of the property.

16 In a March 29, 1999 DSC memorandum, the DSC regional offices are charged with performing reviews of the
operations of the field offices in a risk-focused approach.
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DSC regional management and field office supervisors alike have expressed concern about the
level of expertise examiners have in assessing real estate appraisals.  Regional management
noted that the Real Estate Appraisal School had been suspended for several years.  They were
particularly concerned about the new examiners who may not possess skills to adequately review
appraisals.  According to regional and field office management, many new examiners have not
had the benefit of appraisal school training.  Information contained in the Training Server
System as of April 30, 2002 shows that 336 active commissioned DSC field examiners have not
attended either the Real Estate Appraisal School that was run several years ago by DSC, or the
Federal Financial Institutions Examination Council’s (FFIEC’s) Real Estate Appraisal
program.17  This represents approximately 23 percent of the commissioned examiners in the
field.  We spoke with one field office supervisor who told us that the field office had conducted
its own real estate appraisal training because DSC was not offering the class.

Recommendations

We recommend that the Director, DSC:

(1) Remind examiners to verify institution compliance with Part 365 by using the lesser of the
acquisition cost or the appraised value when computing the LTV ratio.

(2) Clarify the division's expectations for examiners regarding the evaluation of appraisals of
commercial real estate, including guidance on when it would be appropriate to update
appraisals with new financial information.

(3) Request DSC regional offices, as part of their current cycle of field office reviews, to
specifically address whether the extent of examiners’ review of appraisals is sufficient for
high-risk CRE loans.

(4) Provide additional training for examiners, as needed, on the adequate evaluation of
appraisals.

                                                
17 The FFIEC’s Real Estate Appraisal Review School provides examiners with the underlying knowledge and skills
required to review a commercial real estate appraisal to determine compliance with appraisal regulations and
standards as provided by the USPAP.
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ANALYSIS OF CASH FLOW

Examiners generally performed cash flow analysis during bank examinations.  However,
in a few instances there was no evidence of this analysis, and in most cases the debt service
coverage ratio (DSCR) was not computed.  The DSCR is a quick method for determining the
number of times loan principal and interest payments are covered by the borrower’s net after tax
income, and clearly shows the borrower’s ability to repay the loan.  Additionally, the cash flow
analysis was sometimes calculated using outdated financial information, and when this occurred,
a technical exception was not usually noted in the examination workpapers.

The general guidance provided to examiners in the Examination Documentation (ED) Module
entitled Loan Portfolio Management and Review: General, directs examiners to review
appropriate financial ratios, trends, cash flow history, and projections to determine the repayment
capacity of the borrower.18   If examiners do not consistently compute the DSCR, use outdated
financial information, or fail to document technical exceptions, they may underestimate the
bank’s risk of loss in the loan portfolio.

Examiners’ Review of Cash Flow and DSCR

In 230 out of 248 cases, the examiners performed the cash flow analysis during bank
examinations, but for 18 of the loans we reviewed, there was no evidence on the loan line sheets
that a cash flow analysis had been performed.   We also noted that in 170 instances the DSCR
was not computed.  According to DSC management, cash flow is the single most important
element in assessing the borrower’s ability to repay debt.  DSC training classes provide guidance
to examiners on the importance of computing the cash flow analysis and DSCR, as well as
detailed instructions on their computation.

                                                
18 Generally, the DSC Manual describes examination objectives but does not provide the examiners with specific
steps to use in accomplishing the objectives, whereas Examination Documentation Modules list specific procedures
to be performed to accomplish examination objectives.

To ensure consistent application of the risk-focused examination process nationwide, the Division of Supervision
and Consumer Protection developed the Examination Documentation modules to provide examiners with a tool to
focus on risk management and to establish an appropriate examination scope.  The Examination Documentation
modules incorporate questions and points of consideration into examination procedures to specifically address a
bank’s risk management strategies for each of its major business activities.  In particular, the modules are segregated
into three categories: Primary Modules, Supplemental Modules, and Loan and Other References.  In addition, the
format of the primary and supplemental modules is divided into three distinct sections of analysis: Core Analysis,
Expanded Analysis, and Impact Analysis.  The extent to which an examiner works through each of these three levels
of analysis depends upon the conclusions reached regarding the presence of significant concerns or deficiencies.

As stipulated in the Regional Directors Memorandum entitled Guidelines for Examination Workpapers and
Discretionary Use of Examination Documentation Modules, dated September 25, 2001, “The use of the ED modules
is now discretionary…Although their use is now discretionary, the ED modules are excellent training and reference
tools, which provide consistency and standardized procedures.”
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We reviewed the DSC Manual of Examination Policies, Section 3.1, Loans, for guidance on
performing a cash flow analysis and calculating the DSCR.  The DSC Manual provided guidance
to examiners on the importance of calculating a cash flow analysis or debt service coverage ratio
during the loan review process.  DSC’s Loan Analysis School, which is required for all
examiners, also provides extensive training on cash flow analysis and calculation of the debt
service coverage ratio.  We also reviewed the DSC Regional Directors Memorandum System to
determine whether any guidance had been provided to instruct examiners to perform a cash flow
analysis or DSCR during the loan review process.  We did not identify any memoranda to this
effect.

The DSC ED Module entitled Loan Portfolio Management and Review: General, dated August
2000, states that examiners must determine whether the bank’s financial analysis of borrowers is
adequate in relation to the size and complexity of the debt.  The Loan Module also states that the
examiner must review appropriate financial ratios, trends, cash flow history, and projections
sufficient to determine the financing needs and repayment capacity of the borrower.

According to DSC’s Examination Documentation Module entitled Commercial/Industrial Real
Estate Loan Review Module, dated November 1997, examiners should evaluate the cash flow
potential of the underlying collateral to repay the loan within a reasonable amortization period.
Examiners should also evaluate the borrower’s willingness and ability to repay the loan from
other resources when determining the credit quality of the loan.

We noted that some loan line sheets contained very detailed analysis of cash flow while others
contained very scant information.  We used very basic criteria in that we gave the examiner
credit for performing a cash flow analysis if we saw any discussion at all on the loan line sheets
indicating a cash flow analysis was performed.  Our review was limited to the examiner’s loan
line sheets and supporting documentation.

 According to one Regional Director (RD), in most cases the cash flow should be computed but
in some situations it is not necessary and that would depend on the individual asset.  For
example, some tenants have long-term leases and nothing would change in 10 years regarding
the income provided by the leases.  The RD also stated that an examiner could encounter an asset
that is rented to a “4 star” company and an updated cash flow may not be needed.

During our review we also noted that most of the line cards or other examination workpapers
showed that examiners did not calculate the DSCR during their analysis of loans.  Specifically,
in 170 out of the 248 cases (69 percent) the examiner’s line cards did not show the DSCR.  We
discussed our observations regarding the DSCR computations with a DSC Regional Director,
who stated that computation of the DSCR is at the discretion of the examiner.  While we agree
that it may not be necessary to calculate the DSCR on every loan, prudent business practices
dictate that in cases where repayment of the loan is dependent upon the income generated from
the property, a DSCR should be calculated.
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Age of Financial Statements

Based on the data included in the examination loan line sheets and supporting documentation, we
noted that in 63 instances out of the 248 loans reviewed (25 percent) banks did not obtain
updated financial information on a timely basis.  Examiners often performed the cash flow
analysis using outdated financial information.  We also noted there are no directives, procedures,
regulations, or standards that require banks to obtain current financial information at specified
intervals.  While we recognize that the banks are solely responsible for obtaining updated
financial statements from borrowers, examiners’ use of outdated financial statements in their
assessment of cash flow may produce conclusions that are misleading.  It is important that
examiners obtain current financial statements so that they can accurately assess the borrower’s
ability to repay the debt or inform management of the problem in their Report of Examination.

We reviewed the DSC Manual to determine if it included a discussion on how often banks
should be expected to obtain current financial statements from borrowers, and to determine the
age at which financial statements are generally considered outdated.  We found that the DSC
Manual did not address these issues.  However, the FRB Manual states that banks should obtain
at least annual financial statements from borrowers.   In our opinion, financial statements should
be updated at least annually, particularly on income producing properties.

In 63 loans (25 percent), we found that bankers had not obtained current financial statements
from borrowers, and consequently examiners did not have updated financial information on
which to base their analysis during the safety and soundness examinations.  While financial
institutions bear sole responsibility for obtaining current financial information on borrowers,
examiners should take steps to encourage banks to obtain updated financial information on a
timely basis by including these observations in the Report of Examination.

In 27 cases out of the 63 loans (43 percent) mentioned above, examiners used outdated financial
information to perform the cash flow analysis.  Further analysis of these 27 loans showed that in
15 cases, the examiner passed the loan based partly on the borrower’s strong financial condition,
but the examiner’s decision was based on information derived from outdated financial
information.  Assessing loans using outdated financial statements does not provide assurance that
the loan was adequately classified.  In the remaining 36 of 63 cases, the examiners passed the
loan based on reasons other than the borrower’s financial condition, such as LTV ratio, strong
guarantor, and large deposits at the bank.

Also, performing cash flow analysis using outdated financial information does not provide
reasonable assurance of the borrower’s current ability to repay the debt.  The borrower’s
financial condition could have significantly deteriorated since the last financial reporting period,
and the examiner would not necessarily be aware of changes that may have occurred in the
borrower’s financial position.  Thus, financial risk to the institution may go undetected.  As a
result, the bank’s exposure to loss could increase and its ability to implement timely corrective
actions on individual loans to reduce risk could decrease.
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Technical Exceptions

Our analysis showed that examiners did not always note a technical exception on the loan line
sheets when the borrower’s financial statements were outdated.  Although the DSC Manual
instructs examiners to note outdated financial statements as an exception, the policy does not
identify the age at which financial statements are considered outdated.  By not specifying an age,
some examiners may overlook the outdated financial statements and may not record the age of
financial statements as a technical exception on the loan line sheets.  If technical exceptions are
not consistently listed on the loan line sheets, the examination team may not see the true extent
of the problem and may miss the opportunity to comment on the bank’s credit administration
weaknesses in the Report of Examination.

The DSC Manual states that “Deficiencies in documentation of loans should be brought to the
attention of management for remedial action.  Failure of management to effect corrections may
lead to the development of greater credit risk in the future.  Moreover, the presence of an
excessive number of technical exceptions is a reflection on management’s quality and ability.
Inclusion of the schedule ‘Assets with Credit Data or Collateral Documentation Exceptions’ and
various comments in the Report of Examination is appropriate in certain circumstances.”  We
discussed the issue of outdated financial statements with DSC regional management, and
management confirmed that financial statements over 12 months are considered outdated.

As noted previously, 63 of the 248 loans in a sample did not have current financial statements.
Further review of these 63 loans showed that in 28 out of the 63 cases (44 percent), the
examiners noted technical exceptions on the loan lines sheets for financial statements that were
over 12 months old.  However, examiners did not note a technical exception on the loan line
sheet for the remaining 35 loans (56 percent).  We reviewed the Report of Examinations,
Supplemental Sections, for these 35 loans and found that the examiners did not identify that the
bank failed to obtain current financial statements from borrowers.  To determine the age of the
financial statements for the loans where a technical exception was not noted, we prepared an
aging schedule.  We found that the financial statements ranged in age from 13 to 40 months, with
11 exceeding 19 months in age.

 Recommendations

We recommend that the Director, DSC:

(5) Provide guidance reminding examiners of the importance of performing cash flow analysis
and computation of the DSCR for income-producing loans based on the risk level of the
asset.

(6) Reinforce to examiners the need to document technical exceptions (TEs) on the loan line
sheets when financial statements are outdated or not available, and to retain a record of TEs
provided to bank management.
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REVIEW OF LOAN POLICIES

In each of the 35 cases we reviewed, the Report of Examination or the examination workpapers
contained indications that the examiners had reviewed the institutions’ loan policies.  However,
the report statements and workpapers we reviewed were documented to varying degrees, and this
inconsistency of documentation made it difficult for us to judge the quality and extent of
examiner review of loan policies.  Nevertheless, our own review showed that the banks’ lending
policies generally addressed the factors required by the DSC Manual.

FDIC Rules and Regulations implementing the Interagency Guidelines for Real Estate Lending
Policies require institutions to adopt and maintain written lending policies that establish
appropriate limits and standards for all extensions of credit that are secured by liens on or
interests in real estate, or made for the purpose of financing the construction of a building or
other improvements.  Each institution’s policies must be comprehensive, consistent with safe and
sound lending practices, and must ensure that the institution operates within limits and according
to standards that are reviewed and approved, at least annually, by the board of directors.

The DSC Manual, Section 3.1 – Loans, identifies broad areas that should be addressed in an
examination of the institution's lending policies.  These areas include real estate lending policies,
LTV limits, loan review and credit grading systems, and appraisal policies.

We reviewed 35 Reports of Examination and their corresponding examination workpapers to
determine the extent of the examiner’s review and assessment of bank loan policies.  We found
that in each case the Report of Examination or the examination workpapers contained indications
that the examiners had reviewed the institution’s loan policies.  In 27 of the 35 cases, examiners
made comments in the Reports of Examination regarding the quality of the bank’s loan policies.

 In the remaining eight cases where the Reports of Examination did not contain examiner
comments regarding the quality of loan policies, we found indications elsewhere in the working
papers that showed that the examiners had reviewed loan policies.  Evidence of examiner review
in the workpapers included excerpts from bank loan policies, examiner notations on Examination
Documentation Modules, and notations on other examination workpapers.  However, the
documentation was not always sufficient to evaluate the quality of the review.  As a result, the
inconsistency of documentation prevented us from reaching an overall conclusion on the quality
of review.

Our own review showed that the banks’ lending policies addressed specific factors that were
prescribed within the DSC Manual.  In particular, we reviewed DSC examination workpapers for
the 35 banks in our sample and found that 28 contained copies of the loan policies.  We
compared these loan policies to the factors that the DSC Manual states should be included in
bank lending policies.  Specifically, we selected 18 factors from the DSC Manual that we
deemed important to the evaluation of commercial real estate.  These factors include standard
lending policies; real estate lending limits, including LTV limits; credit grading systems; and
appraisal policies.  We found that the banks’ policies generally addressed the 18 factors selected
from DSC policies.
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Absent any effect caused by the lack of documentation, we are not making recommendations
related to this matter.

CORPORATION COMMENTS AND OIG EVALUATION

On December 5, 2002, the DSC Director provided a written response to the draft report.  The
response and its attachment are presented in Appendix III to this report.  Prior to the receipt of
DSC’s written response, DSC provided a draft of its written response on November 18, 2002.
Based on the draft response, we provided written clarification to DSC on certain aspects of our
audit report.  We requested DSC to reconsider the draft report and its responses to our
recommendations, especially in light of the principles of the risk-focused examination process.
In the December 5th response, DSC management concurred with one of the six
recommendations.  DSC management did not concur with five recommendations, did not suggest
acceptable alternative actions, and did not provide information that would convince us to revise
any of the five recommendations.

Prior to responding to the report’s six recommendations, DSC had some general comments about
the report’s findings and recommendations.  These comments are bulleted below, followed by
the OIG’s response to those comments, in italics.

• DSC stated in its written response that “Although we share the Office of the Inspector
General’s (OIG) desire to identify and correct potentially harmful trends in commercial real
estate lending at early stages, we believe that existing examination practices, guidance, and
procedures adequately address these issues.”  DSC considers the concerns identified in the
report as solely based on OIG-perceived documentation deficiencies.   Further, the response
states that the perceived documentation deficiencies are not linked to any error in judgement
regarding the examiner’s assessment of the loan portfolio.

The DSC Manual of Examination Policies states that: "An appraisal of lending and
collection policies…and the evaluation of individual loans are among the most important
aspects of the examination process.  To a great extent, it is the quality of a bank's loan
portfolio that determines the risk to depositors and to the FDIC's insurance fund."  Each
bank in our sample had a significant volume of higher-risk commercial real estate loans.
Our concerns stem from the fact that many loan line sheets lacked sufficient information
to determine the capacity of the borrower to repay (for example, by calculating DSCRs)
and/or lacked information to adequately value the underlying collateral for purposes of
calculating loan-to-value ratios.

At issue is whether there is a correlation between the quality of the examination
procedures supported by evidence in the working papers and the quality of the
examinations themselves.   While we did not rely solely on documentation to reach our
conclusions, DSC policy (RD Memorandum 2001-039) states that: "Examination
documentation should demonstrate a clear trail of decisions and supporting logic within
a given area… Documents maintained in the final workpapers should… provide an audit
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trail of the examination findings."  This policy further provides that: "Documentation
should provide written support for examination and verification procedures performed,
conclusions reached, and support the assertions of fact or opinion in the… narrative
comments in the Report of Examination."  Our review of DSC workpapers included not
only the line sheets, but also the Reports of Examination, pre-planning memoranda, ED
modules, and other loan-related documentation.  We did not always see sufficient
evidence supporting examinations in accordance with these policy requirements.
However, DSC's own policy is clear that sufficient documentation supporting the
examination is required and does not endorse a presumption that an adequate
examination took place in the absence of supporting evidence.  In other words,
documented evidence supporting the examination performed is a part of a quality
examination.  Without it, the adequacy of the examination cannot be determined.

• DSC notes that although the institutions in the sample do indeed have concentrations in
commercial real estate loans, and some of those institutions experienced significant loan
growth, these factors alone do not result in their designation as high-risk institutions.  Other
mitigating factors may be in place such as strong underwriting processes and experienced
management.  Examiner judgement is used to assess risk within the institution.  Examiners
then make decisions guided by DSC policies and procedures as to the level of depth of their
review and the level of documentation needed.

We agree with DSC.  Our concerns stem from the fact that some examination workpaper
guidelines were not being followed by examiners and at other times it appeared
examiners had not expanded their review when they should have done so.

• The DSC response also notes that the FDIC employs a risk-focused examination program
that is designed to focus examination resources on those areas that pose the greatest risk to an
insured institution.  DSC states that the audit report is considered to be very critical of the
risk-focused examination process.  According to DSC's response, the sample’s composition
and the OIG’s findings indicate to DSC that the examiners employed appropriate risk-
focused examination procedures to reach and support sound conclusions.  Out of 35
institutions in the OIG’s sample, 24 had total assets of less than $250 million and only 3 of
the institutions in the sample had an asset quality rating of “3.”

Contrary to DSC’s assertion, our audit results are consistent with the underlying tenet of
the risk-focused examination process.  This process was designed to focus examination
resources on bank activities that pose the greatest risk exposure to an institution.  The
program encourages less regulatory burden by focusing on testing, rather than
duplicating, the work of audit and control functions.  In particular, the risk-focused
examination program encourages examiners to limit, or in some cases eliminate,
traditional examination procedures in low-risk well-managed areas of the institution.
Conversely, in our opinion, when implementing the risk-focused examination program for
those institutions that exhibit one or more high-risk indicators, such as significant loan
growth or high concentrations in commercial real estate loans, examiners should
perform an assessment of management’s ability to identify, measure, monitor, and
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control these risks.  In particular, when these high-risk indicators are present, more may
need to be done than the traditional review process.  In addition, these reviews should be
documented and the analysis incorporated into the Reports of Examination as support for
the examination ratings.

Also of note, the Division of Insurance and Research (DIR) April 2002 semiannual report
on economic conditions and emerging risk in banking notes that one of the four main
risks to the Corporation is commercial lending in formerly fast-growing metropolitan
areas.  The focus of the audit was on examinations performed at 35 institutions that
generally had the following characteristics: (1) commercial real estate portfolios of 300
percent or more of Tier 1 Capital, (2) a “4” or “5” rating in the most recent Real Estate
Stress Test, (3) located in metropolitan areas of the country that the FDIC had identified
as potentially overbuilt in the CRE sector, and (4) experiencing rapid growth – in many
cases over 40 percent in the prior year.  We believe these are the types of institutions that
would likely pose more risk than the average FDIC-regulated institution.

Between 1980 and 1993 almost 1,600 banks insured by the FDIC failed.  Many of the
banks that failed during that time were active participants in the commercial real estate
markets.  Historical analysis of the banking crisis of the 1980s has revealed that
concentrations of real estate loans relative to total assets were higher for institutions that
subsequently failed than for banks that did not fail.  Also, our experience in reviewing
banks that failed in the 1980s and early 1990s, particularly in the northeast, shows that it
was not uncommon during that time for banks to have been rated “1’ or “2” for several
years prior to failure.  It was not until the commercial real estate market declined and
large numbers of loans went delinquent that the deterioration was typically reflected in
lower component ratings.

Regarding the size of the institutions in the sample, we believe they are representative of
the institutions that the FDIC regulates.  As of September 30, 2002, 82 percent of FDIC-
supervised institutions had total assets less than $250 million.

DSC Responses to OIG Recommendations

The draft report contained eight recommendations, but after discussions with DSC management,
we deleted two of our recommendations that were addressed by another recommendation.  As a
result, the final report contains six recommendations.  DSC concurred with one of the six
recommendations.  That one recommendation is resolved; however it will remain
undispositioned and open until we have determined that agreed-to corrective action has been
completed and is effective.  The five recommendations that DSC did not concur with are
considered unresolved, undispositioned, and open.  A summary of each recommendation and
DSC’s comments follow, along with the OIG’s evaluation of the response.
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Recommendation 1: Remind examiners to verify institution compliance with Part 365 by
using the lesser of the acquisition cost or the appraised value when computing the LTV
ratio.

DSC does not concur with this recommendation.  Examiners are aware that to accurately
calculate loan-to-value (LTV) ratios under Part 365, banks should use the lower of acquisition
cost or appraised value and DSC does not believe that examiners need to be reminded to verify
institutions’ compliance with the Part 365 LTV guidelines.  According to DSC, it is most
common that acquisition cost and appraised value at the time of purchase are the same and
additional instruction to examiners to document both values on the line sheet is not considered
necessary.  DSC stated that this fact most likely accounts for the finding in our report that in 60
of the 100 line sheets reviewed, the acquisition cost was not noted.  If that is the case, DSC states
the examiner would not be expected to document the property’s acquisition cost on the line
sheet, unless it had relevance to the evaluation of the credit, because the LTV at acquisition
would have been reviewed at the prior examination.  DSC further states that the Part 365 LTVs
for commercial real estate are guidelines, and the bank’s failure to follow the guidelines would
only be commented on within the report of examination if excessive instances of noncompliance
were identified.

DSC also commented on our report noting instances where the examiners used the appraised
value, not the acquisition price, to determine the LTV.  According to DSC, one reason for this
occurrence is that in those instances that involved construction loans, it is possible that the
acquisition cost did not reflect improvements subsequent to acquisition.  Subsequent
improvement costs may have impacted the current value of the property.

DSC’s response indicates that examiners understand the LTV ratios under Part 365 and
do not need to be reminded that banks should be using the lower of acquisition cost or
appraised value.  We reviewed 100 line sheets where the purpose of the loan was for the
acquisition of property.  In 60 instances the purchase price was not documented on the
line sheet even though many of these loans appeared to be new.  For the 40 line sheets
where examiners had documented the purchase price, we identified 31 instances (77%)
where examiners did not use the lesser of the acquisition price or appraised value in the
calculation of the LTV ratios.  When the LTV ratios associated with these 40 loans were
recalculated using the lesser of the appraised value or the acquisition price, 20 percent
would have exceeded the LTV guidelines under Part 365.

While acquisition cost and appraised value at the time of purchase may be the same, this
is not always the case and requires specific examiner attention particularly due to
fluctuations in market value over time.
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Recommendation 2: Clarify the division’s expectations for examiners regarding the
evaluation of appraisals of commercial real estate, including guidance on when it would be
appropriate to update appraisals with new financial information.

DSC does not concur with this recommendation.  DSC believes that adequate guidance regarding
the evaluation of appraisals exists.  DSC states that besides the Manual of Examination Policies,
Part 323, and a Statement of Policy (Interagency Appraisal and Evaluation Guidelines),
examiners attend an appraisal school and are given workbooks and reference guides on how to
evaluate appraisals.

DSC agrees that some appraisals should be adjusted to reflect new information, but only when
there is known deterioration of the primary repayment source.  According to DSC, because of the
close interrelationship between the primary repayment source and the secondary repayment
source (assumed to be collateral), deterioration of the primary repayment source should serve as
the trigger to adjust subject appraisals.  Otherwise, in DSC’s view, it would not be beneficial
from a cost or risk perspective to evaluate collateral for loss when no signs of increased risk have
emerged.

As discussed in our report, examiners rarely (4 of 67 cases) took advantage of updated
appraisal information, even at the institutions in our sample that represent a higher
concentration in commercial real estate loans.  This information is important to
assessing emerging risk to the institution and should be considered in the examination
regardless of whether there is known deterioration of individual primary repayment
sources.  Our conclusion regarding the need for examiner guidance on how to evaluate
appraisals is based on our (1) discussions with Regional Directors, Assistant Regional
Directors, and Field Office Supervisors who told us that they were concerned about new
examiners’ expertise in evaluating the adequacy of appraisals, (2) the discontinuance of
the FDIC appraisal school, and (3) review of DSC working papers.  History has shown
us that inflated appraisals caused many problems in the 1980s.  Further, we found that
23 percent of DSC’s commissioned examiners have not had specialized formal appraisal
training, which could be a contributing factor to the problems noted separate from the
lack of examination guidance.

Recommendation 3: Request DSC regional offices, as part of their current cycle of field
office reviews, to specifically address whether the extent of examiners’ review of appraisals
is sufficient for high-risk CRE loans.

DSC does not concur with this recommendation.  DSC management states that the field office
review programs already address the sufficiency of examiners’ review of appraisals as part of the
review process.

Our review of the one field office review program provided to us by DSC did not show
that our concerns regarding the extent of examiners’ review of appraisals for high-risk
CRE loans are addressed.  Specifically, our review of the field office review program and
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several sample field office review reports found that the examiners' review of appraisals
was not specifically included or mentioned.

Recommendation 4: Provide additional training for examiners, as needed, on the adequate
evaluation of appraisals.

DSC concurs with this recommendation.  The real estate appraisal training was resumed in 2001.
All commissioned examiners will be scheduled for this training.  This recommendation is
resolved.  It will remain undispositioned and open until we have determined that agreed-to
corrective action has been completed and is effective.

Recommendation 5: Provide guidance reminding examiners of the importance of
performing cash flow analysis and computation of the DSCR for income-producing loans
based on the risk level of the asset.

DSC does not concur with this recommendation.  DSC states that the audit found that in almost
all cases the examiners performed the cash flow analysis.  However, in most cases the debt
service coverage ratio (DSCR) was not indicated on the line sheet. According to DSC, the main
concern is whether or not the borrower’s cash flow covers the debt service, rather than manually
calculating and transcribing the ratio on the line sheets.  The emphasis is on identifying risk and
supporting the classifications in those instances where loans are criticized or deteriorating.
Further, DSC states that its Manual of Examination Policies does, in several areas, address the
importance of cash flow analysis.  Specifically, DSC cites section 3.1 of the Manual as
addressing the importance of cash flow analysis under sections such as the various loan types,
underwriting, loan analysis, debt repayment, credit file information and analysis, problem
indicators, and internal loan portfolio review.

Absent evidence to the contrary, we cannot presume that the DSCR was calculated in the
170 cases reviewed where the examination working papers did not contain the ratio.
Further, we are concerned about trivializing the need for underlying support for the
examiners' conclusions.  As noted earlier, it is our position that the quality of the
underlying support for the examination is inseparable from the overall quality of the
examination.

Two main points made in the report are as follows:

(1) According to one Regional Director, analysis of cash flow is the most important
element in assessing the borrower's ability to repay their debt.  However, we
found 18 instances in our review where there was no evidence in examination
working papers that this most basic analysis was performed.

(2) Our report clearly states that it is not necessary to calculate the DSCR in every
case, but prudent business practice dictates that where payment of the loan is
dependent on the income generated by the CRE property, a DSCR should be
calculated to ensure that there is sufficient income to repay the loan.   In addition,



25

one Regional Director also stated that in cases where loan repayment is
dependent on cash flow from the asset, the DSCR should be calculated.

Additionally, we agree that the DSC Manual addresses the importance of cash flow
analysis and have revised the report to acknowledge this fact.

Recommendation 6: Reinforce to examiners the need to document technical exceptions
(TEs) on the loan line sheets when financial statements are outdated or not available, and
to retain a record of TEs provided to bank management.

DSC does not concur with this recommendation.  DSC states that our report did not find that
many instances of stale financial statements during our review relative to the sample size.   DSC
does not want to document all TEs in the Report of Examination, as some TEs are not significant
in nature.  DSC believes that current practices and procedures are adequate to address the
documentation of TEs.

DSC management and staff informed us that there are a wide variety of approaches for
recording the TEs, some of which result in TEs not recorded in the working papers, even
when shared with management.  In such cases, subsequent examination teams do not
have this information for follow-up purposes or to document a continuing weakness.
Therefore, it is our position that it is appropriate to standardize the recording of TEs
identified during an examination.  Standardization of the TE process will enhance the
efficiency of DSC examinations and the effectiveness of examiners’ follow-up to problems
previously identified during DSC examinations.

Because five recommendations in this report are unresolved, undispositioned, and open, we have
requested DSC to reconsider its response to our report and provide us additional comments.
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APPENDIX I
OBJECTIVES, SCOPE, AND METHODOLOGY

The objectives of this audit were to determine whether: (1) the examiners fully assessed
appraised value, cash flow, and lending policies in their examination of commercial real estate
(CRE) loans and (2) the examiners’ strategies for assessing a significant level of CRE loan
growth were sufficient for identifying increased risk.  While our audit addressed both objectives,
the subject matter and results were distinct enough that we have prepared separate reports to
address each objective.  This audit report addresses our observations with regard to objective (1)
above and covers our assessment of examiner analysis of loan policy, cash flow, and appraisals.
The audit focused on two DSC regional offices, San Francisco and Dallas, and four field offices
within these regions.

To accomplish our objective we:

• reviewed a sample of the Safety and Soundness Reports of Examination (ROE) completed by
DSC on banks identified by DSC as having commercial real estate portfolios of 300 percent
or more of Tier 1 Capital;19

• reviewed and tested for compliance with applicable laws, regulations, and statements of
policy;

• reviewed relevant sections of the DSC Manual of Examination Policies, Regional Directors
Memoranda, and Examination Documentation Modules;

• reviewed relevant DSC examination workpapers;
• reviewed examiner analysis of loan files to include loan policies and loan line sheets;
• reviewed economic conditions and trends for commercial real estate;
• interviewed DSC Washington senior management; and
• interviewed DSC San Francisco and Dallas regional management, field office supervisors,

and examiners.

We judgmentally selected and reviewed the examinations performed at 35 banks in the San
Francisco and Dallas regions. The banks selected for review were located in Seattle, Phoenix,
Dallas, Las Vegas, and Denver  – all metropolitan areas that the FDIC had identified as

                                                
19 The DSC Manual provides a definition of Tier 1 Capital as “the sum of:
• common stockholders’ equity (common stock and related surplus, undivided profits, disclosed capital reserves,

foreign currency translation adjustments, less net unrealized losses on available-for-sale equity securities with
readily determinable fair values);

• noncumulative perpetual preferred stock;
• minority interests in consolidated subsidiaries;
minus
• all intangible assets (other than limited amounts of mortgage servicing rights and purchased credit card

relationships and certain grandfathered supervisory goodwill);
• identified losses (to the extent that Tier 1 capital would have been reduced if the appropriate accounting entries

to reflect the identified losses had been recorded on the institution’s books);
• investments in securities subsidiaries subject to section 337.4; and
• deferred tax assets in excess of the limit set forth in section 325.5(g).”
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potentially overbuilt in the commercial real estate sector. Our fieldwork entailed reviewing pre-
planning memoranda, examination reports, and examination workpapers.  We also selected 248
commercial real estate loan line sheets as a basis to assess the examiners’ review of appraisals,
cash flow, and loan policies.

The limited nature of the audit objective did not require reviewing the Government Performance
and Results Act, testing for fraud or illegal acts, or determining the reliability of computer-
processed data obtained from the FDIC’s computerized systems.  Our assessment of internal
management control was limited to a review of DSC’s applicable policies and procedures as
presented in the DSC Manual, Regional Directors Memoranda, and Examination Documentation
Modules.

We performed fieldwork in Washington, D.C., the DSC San Francisco and Dallas regional
offices, and four field offices (Seattle, Phoenix, Dallas, and Denver) located in the San Francisco
and Dallas regions.

We focused our review on examinations that had been performed during the period of September
1999 through April 2001.  The audit was conducted in accordance with generally accepted
government auditing standards.  The audit fieldwork was conducted from April 2001 through
July 2002.
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APPENDIX II

BEST PRACTICES

We noted several instances where the examiners-in-charge (EICs) prepared an in-depth summary
of the institution’s loan policies listing salient points of interest for the examination team to use
in reviewing loans.  Preparation of the loan policies in summary is a good method for
distributing information to the examination team and a valuable practice for other EICs to
follow.

Additionally, the Dallas Regional Office has established a Regional Banker Outreach Program
with periodic meetings between DSC management and area bank management teams.  This
forum allows the FDIC to meet with the bankers in an informal setting that encourages bankers
to freely express their opinions and concerns and to discuss current and emerging issues.  The
Regional Banker Outreach Program is a practice that encourages bankers within the region to
stay informed regarding changes in the financial sector and local economy that may affect local
area bankers and the FDIC.
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APPENDIX III

CORPORATION COMMENTS
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